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Dear Mr. Vogt:

Pacific Bell ("Pacific") has twofold concerns about the
methodology proposed by the Commission staff for LIDB rate
development. First, it is inappropriate to require that
any specific costing technique must be used to set prices
under price cap regulation; and second, the specific
methodology proposed by the Staff is flawed and will not
yield a reasonable result.

The Requirement to use a Specific Costing Standard to
Determine a Price is in Direct Conflict with Commission
Orders:

In its recent Order l , the Commission clearly stated that
LECs are permitted to use a "flexible cost based approach"
and are entitled to include "appropriate overheads" in
pricing their new services. Pacific's proposed LIDB rates
were developed in compliance with the Commission's new
service requirements under its price cap rules.

The requirement that any prescribed methodology must be
used to price new services defeats one of the Commission's
stated objectives of price cap regulation, i.e., that LECs
should be encouraged to provide new services. That
objective is clearly compromised by the proposed
methodology.

1 Report and Order & Order on Further Reconsiderqtion &
Supplemental Notice of Proposed Rulemaking, CC Dockets
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Pacific Bell's Proposed LIDB Rates are Cost-Based and Meet the
Price Cap Guidelines:

In developing its proposed rates, Pacific applied appropriate
overhead loadings to direct costs in compliance with the
Commission's price cap guidelines.

In developing the incremental direct unit costs, Pacific used a
forward-looking rather than an embedded mix of technology to
more accurately reflect the type of equipment which would be
used to provide LIDB. Pacific used its SCIS model to identify
incremental unit investment levels for LIDB. The unit
investments were then multiplied by annual capital and expense
factors specific to that particular type of investment to
produce incremental direct unit costs.

Appropriate overhead loadings were then developed using the
following steps: 1) The 1990 total switched access costs were
divided by the 1990 switched access minutes of use to produce
an average unit cost for all switched access services; 2) that
average unit cost was then divided by Pacific's average per
unit incremental cost for all switched access services to
obtain the implicit average overhead loading factor all
switched access services; and 3) the average switched access
overhead loading factor was multiplied by the LIDB-specific
direct costs to produce loaded LIDB costs. Although Pacific
submits different overhead loadings would be obtained using
different techniques, its approach to developing an overhead
level for LIDB is a reasonable one, is based on filed cost data
which generates a reasonable end result, and, therefore, should
be accepted without further scrutiny.

Pacific's choice of a 3¢ per query rate for its overall LIDB
service is a rate which is just below its calculated fully
loaded LIDB costs. As the above summary and its filed
workpapers show, Pacific's LIDB rates were established based on
a flexible cost-based approach and comply with the price cap
requirements. Therefore, the rates should be permitted to
remain in effect without change.

In pricing its LIDB service, Pacific carefully balanced its
business needs with its desire to be competitive with other
validation service providers operating in its territory. Its
analysis of the validation service market suggested that
customers would pay as much as 4¢ per query for a full
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validation service. Pacific's pricing strategy of a 3¢ LIDB
rate reflects sound business practices in a competitive
environment. 2

The Staff's Proposed Pricing Methodology is Seriously Flawed:

Pacific understands the proposed LIDB costing methodology to be
as follows. (The calculations discussed below use data
provided on Attachment 1.)

1. Calculate "floor" and "ceiling" direct cost ratios
from ARMIS data by dividing L.25 by L.l and L.26 by
L.l. These ratios are matched against the direct cost
ratios filed by the LEC to test reasonability.

2. Calculate a maximum overhead loading factor from ARMIS
data by dividing L.31 by L.25.

3. If the filed direct cost ratios fall within the range
developed in #1 above, the maximum overhead is
determined by multiplying the maximum overhead factor
by the LEC's direct costs. The "ceiling" price is
then calculated by adding the LEC's filed direct costs
and the computed maximum overhead costs.

This approach is not reasonable because:

1. ARMIS is based on composite historical data which
reflects the average investment necessary to support a
variety of switched access products. For new service
offerings it is more appropriate to build the costs
around the type of investment the service will
actually employ -- in other words, to use a
service-specific forward-looking costing approach.
The direct costs Pacific developed were based on
annual cost and expense factors which are applicable
to LIDB investment and are consistent with its
service-specific forward-looking costing approach.

2 The Tariff Division staff has also questioned the costing
methodology used to develop the SS7 port charge that is
used with LIDB service. Pacific's SS7 link and port
charges current recover costs associated with various forms
of SS7 interconnection. Pacific plans to restructure those
charges to more appropriately recover specific types of
SS7-related costs from the specific cost causers.
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2. The proposed ARMIS maximum overhead factor will
incorporate all embedded costs needed for a historical
mix of services. To apply this type of historical
cost factor directly to incremental direct costs
applicable to a specific type of investment is not
meaningful. Specifically, that approach will always
understate the final result and, therefore, cannot be
relied upon to generate an appropriate price ceiling.

3. Although Pacific used an ARMIS-based overhead factor
in developing its LIDB price ceiling, this historical
factor was not applied to Pacific's incremental direct
costs for LIDB. Instead, Pacific modified the
historical factor to reflect the relationship between
composite historical and incremental switched access
costs.

The Costing Methodology Issue is Beyond the Scope of this
Proceeding:

In closing, the question of whether a particular costing
methodology should be required to support new service rates is
beyond the scope of the issues raised in CC Docket No. 92-24.
Similar issues have been raised by various parties and are
pending the Commission's reconsideration in CC Docket
No. 89-79. The question of whether the Commission Staff should
use a particular costing methodology to evaluate the rates for
new services should be addressed in that docket.
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NOTES: SOURCE FOR INVESTMENT AND CAPITAL COSTS, ARMIS 43-<>4; SOURCE FOR OTHER COSTS. ARMIS 43-01.


